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BEFORE THE PUBLIC UTILITIES COMMISSION

OF THE STATE OF HAWAII

In the Matter of the Application of

HAWAIIAN ELECTRIC COMPANY, INC. Docket No. 2008-0083
For Approval of Rate Increases
And Revised Rate Schedules and
Rules

—— e S St S et St

FINAL DECISTON AND ORDER

By this Final Decision and Order, the commission
approves an increase in rates for HAWAIIAN ELECTRIC COMPANY, INC.
(“HECO”),  as described herein. The commission further allows
HECO to implement the decoupling mechanism that was approved by
the commission in the decoupling docket, Docket No. 2008-0274, on
August 31, 2010. With regard to the two disputed issues among
the Parties in- this docket, the commission determines that:
(1) the appropriate return on common equity (“*ROE”) for the
2009 test vyear is 10.00%, which reflects the commission’s
approval of the decoupling, and other cost-recovery mechanisms
for HECO that will cumulatively lower HECO'’s business risk; and
(2) the appropriate test vyear expensé for informational
advertising is $342,000.00, as put forward by the

Consumer Advocate.

'The parties to this proceeding are HECO, the DEPARTMENT OF
COMMERCE AND CONSUMER AFFAIRS, DIVISION OF CONSUMER ADVOCACY
{“Consumer Advocate”), and the DEPARTMENT OF THE NAVY ON BEHALF
OF THE DEPARTMENT OF DEFENSE (“DOD”) (collectively, “Parties”).




The comﬁission heard a number of additional issues at
the evidentiary hearing held in this docke£ on October 26, 2009
to November 4, 2009; the commission’s decisions on those issues
are discussed in detall below.

With regard to the remaining test year determinations
on, for example, revenue forecasts, operating‘ expenses, and
projected rate base, the commission approves the Parties’
agreed-upon terms in their Stipulated Settlement Letter, filed on
May 15, 2009 (“*Settlement Letter” or “Settlement Agreement”)}. As
soon as is reasonably practicable, HECO shall file its revised
results of operations and supporting schedules, which reflect the
increase in rates allowed by this Final Decision and Order, for
the commission’s review and approval. HECO shall also serve a
copy of the revised schedules on the Consumer Advocate and DOD.
The Consumer Advocate and DOD may file comments within

fourteen days of the date of HECO's filing.

I.

Background

A.

Procedural Background

On May 1, 2008, HECO filed a Notice of Intent, pursuant
to Hawaii Administrative Rules (“HAR”) § 6-61-85, stating that it
planned to request rate relief based on a 2009 calendar year test

period and file an application on or after July 1, 2008.
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On July 3, 2008, HECO filed an application for approval
of rate 1increases and revised rate schedules and rules
(*Application”), in which HECO requested a general rate increase
of approximately $97,011,000, or 5.2%, over revenues at current
effective rates.’ HECO’s filing included its Direct Testimonies,
Exhibits and Workpapers.

HECO served copies of the Application on the
Consumer Advocate, an ex cofficio party to this docket, pursuant
to Hawaii Revised Statutes (“HRS”) § 269-51 and HAR § 6-61-62.

By Order Granting Intervention to Department of
Defense, filed on August 20, 2008, the commission granted the
DOD’'s Motion to Intervene and Become a Party, filed on
July 29, 2008.

On September 18, 2008, the commission held a public
hearing at the commission’s hearing room in Honolulu to gather
public comments on this docket.

On October 31, 2008, the commission issued an Order’
denying: (1) Motion to Intervene and Become a Party filed by

Wal-Mart Stores, Inc. and Sam’‘s West, Inc. (collectively,

'HECO's current effective rates at the time included
revenues from the interim rate increase that the commission
approved on June 20, 2008 in its Order Granting HECQO's Motion to
Adjust Interim Increase Filed on May 21, 2008 in HECO's
2007 test year rate case (Docket No. 2006-0386). See Application
at 1. On September 14, 2010, the commission issued its final
Decision and Order in Docket No. 2006-0386.

‘See Order Denying Motions to Intervene and Motion for Leave
to File a Reply; Dismissing as Moot Motions to Appear and Motion
for Enlargement of Time; Ruling on the Completeness of HECO's
Application; and Directing the Parties to File a Stipulated
Procedural Order Within Thirty Days.
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“Wal-Mart”) on August 20, 2008;' (2) Motion to Intervene and
Become a Party filed by Wal-Mart on September 2, 2008; (3) Motion
to Intervene and Become a Party filed by the Hawaiil Commercial
Energy Customer Group {(*Commercial Group") on
September 29, 2008;  and (4) Commercial Group’s Motion for Leave
to File Reply to HECO’'s Memorandum in Opposition to Commercial
Group’s Intervention Motion, filed on October 21, 2008. In
addition, the commission found HECO's Application to be complete
and properly filed under HRS § 269-16(d) and HAR § 6-61-87,
ordered that the filing date of HECO’s application 1is
July 3, 2008, and directed the Parties to submit :to the

commission a stipulated procedural order by December 2, 2008.

‘On August 20, 2008, wal-Mart filed a Motion to Intervene in
this docket. On August 27, 2008, HECO filed a Memorandum in
Opposition to Wal-Mart's motion. On September 2, 2008, Wal-Mart
filed a Notice of Withdrawal without prejudice of Motion to
Intervene. On September 2, 2008, Wal-Mart filed a second Motion
to Intervene in this docket.

'On September 29, 2008, the Commercial Group filed a Motion
to Intervene in this docket. ©On October 1, 2008, wWal-Mart filed
a Notice of Withdrawal, which stated its intent to participate
through the Commercial Group. On October 7, 2008, HECO filed a
Memorandum in Opposition to the Commercial Group’s motion. On
October 21, 2008, the Commercial Group filed a Motion for Leave
to File Reply to HECO’'s Memorandum in Opposition to the

Commercial Group'’'s Motion to Intervene. On November 12, 2008,
Wal-Mart filed a Motion for Reconsideration of the commission’s
October 31, 2008 order. By Order Denying Motion for

Reconsideration and Dismissing as Moot Motion for Leave to File
Reply, issued December 31, 2008, the commission denied Wal-Mart's
Motion for Reconsideration, and dismissed as moot the Motion for
Leave to File a Reply to Wal-Mart’s Reconsideration, filed by
HECO on November 19, 2008.
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On October 20, 2008, as a product of the Hawaii Clean
Energy Initiative (“HCEI”),® the Governor of the State of Hawaii,
the State of Hawaii Department of Business, Economic Development
and Tourism, the Consumer Advocate, and the HECO Companies’
entered into a comprehensive agreement designed to move the State
. away from its dependence on imported fossil fuels for electricity
and ground transportation, and toward .“indigenously produced
renewable energy and an ethic of energy efficiency."®

The HECO Companies thereafter filed several
applications, and the commission initiated investigations,
relating to programs contemplated in the Energy Agreement,
including, but mnot limited to: decoupling, feed-in tariffs
(*FIT"), advanced metering infrastructure (*AMI”), Photovoltaic
(*PV") Host Program, and Clean Energy Scenario Planning (“CESP”).
The Energy Agreement included programs that were already pending
consideration by the commission, but were not yet approved
(i.e., HECO's proposed Renewable Energy Infrastructure Program

(*REIP”) (Docket No. 2007-0416)).

‘on  January 31, 2008, the State of Hawaii and the
United States Department of Energy entered into a Memorandum cf
Understanding designed to establish a partnership, called HCEI,
which aims to have 70% of all of Hawaii's energy needs generated
by renewable energy sources by 2030.

"“HECO Companies” collectively refers to HECO and its
affiliates, Hawaii Electric Light Company, Inc. (“HELCO”) and
Maui Electric Company, Limited (“MECO*).

8Energy' Agreement Among the State of Hawaii, Division of
Consumer Advocacy of the Department of Commerce and
Consumer Affairs, and the HECO Companies (“Energy Agreement”),
at 1.
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In November and December 2008, HECO submitted

voluminous updates to its 2009 test year estimates (“Rate Case
Updates”) set forth in the Application, Direct Testimonies,
Exhibits, and Workpapers. The Rate Case Updates included

information on many of the pending, but not yet approved,
HCEI-related programs currently before the commission.

On January 12, 2009, the commission issued, sua sponte,
an Order Extendiné Date of Completeness of Application, extending
the filing déte of HECO's Application from July 3, 2008 to
December 26, 2008. The Order indicated that HECO submitted
voluminous updates to its Direct Testimonies in support of the
Application that contained significant substantive changes to
HECO's Direct Testimonies. To give the other Parties and the
commission sufficient time to review the updated Application,
the commission extended the filing date of HECO‘s completed
Application to December 26, 2008, the date the last update was
filed by HECO.

By letter filed on January 13, 2009, HECO requested a
one—week extension for the Parties ¢to file a stipulated

procedural order.’

‘on December 1, 2008, HECO reguested, on behalf of the
Parties, an extension, until December 23, 2008, to file a
stipulated procedural ozrder. The commission granted the
extension to the Parties by letter dated December 18, 2008. Oon
December 23, 2008, the Parties requested additional time to
submit a stipulated procedural order, requesting an extension
until January 13, 2009. On December 31, 2008, the commission
approved HECO’'s request, filed on December 23, 2008, for an
extension of time for the Parties to file a stlpulated procedural
order in this docket
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On January 15, 200%, the Parties submitted a Sﬁipulated
Procedural Order containing a Schedule of Proceedings, which the
commission approved in its Order Approving, with Modifications,
Stipulated Procedural Order Filed on January 15, 2009, issued the
same day.

Pursuant to the Stipulated Procedural Order, HECO
responded to informaticn requests (*IRs”) submitted by the
Consumer Advocate and the DOD during the period from July
through October 2009. (Certain additional IR responses were
providedlto the Consumer Advocate and DOD after October 2009.)
From January through March 2009, HECO responded to IRs that were
submitted by the Consumer Advocate and DOD regarding HECO's
updated estimates.

By letter filed on January 20, 2009, HECO requested
that the commission amend the Schedule of Proceedings in the
Stipulated Procedural Order so as to set the specific date by
which an interim decision and order should be rendered in this
docket as July 2, 2009. The Consumer Advocate had no objection
to the revised Schedule of Proceedings, thereby walving the
five-day period to object under HAR § 6-61-41(c). By letter
filed on January 21, 2009, the DOD stated that it did not object
to the revised Schedule of Proceedings filed on January 20, 2009.
On January 21, 2009, the commission graﬁted HECO's request with
the issuance of its Order Amending Stipulated Procedural Order.

By letter dated April 6, 2009, the commission advised
the Parties that their Statement of Probable Entitlement and

Proposed Interim Decision and Order should not include any
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mechanisms or expenses related to programs or applications that
have not been approved by the commission (e.g., Decoupling, REIP,
Solar Saver Pilot Program amendments, and the AMI Program) .

Cn April 17, 2009, the Consumer Advocate and DOD filed
their Testimonies, Exhibits and Workpapers with respect to
revenue requirements. On April 28, 2009, the Consumer Advocate
and DOD filed their Testimonies, Exhibits and Workpapers with
respect to cost of service and rate design.

The record indicates that the Consumer Advocate and
DOD conducted extensive discovery in this docket, prior to the
submission of their testimonies. In éddition, HECO states that
its witnesses and supporting staff met with or participated in
telephone conferences with the expert consultants retained by the
Consumer Advocate and the DOD on numerocus occasions to review the
exhibits, workpapers and other data supporting the test year
revenue reduirements.

On April 24 and 27, 2009, HECO submitted IRs relating
to the revenue requirements testimonies of the Consumer Advocate
and DOD. By letter dated May 14, 2009, HECO withdrew a number of
the IRs submitted tec the Consumer Advocate. On May 15, 2009,
DOD submitted responses to HECO’'s IRs.

On May 15, 2009, the Parties filed their Settlement
Letter, which included Exhibit 1 to the Settlement Letter
(*Settlement Exhibit”), in which the Parties stated that they
reached agreements con all but two issues in this proceeding:'
(1) what is the appropriate test year expense for informational

advertising; and (2) what is the appropriate ROE for the
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test year. The Parties agreed that these two issues should be
addressed at the evidentiary hearing.” The Parties further
agreed that the amount of the interim rate increase to which HECO
is probably entitled under HRS §,269—16(d) is $79,820,000 over
revenues at current effective rates.

On May 18, 2009, HECO filed its Statement of Probable
Entitlement (“Statement of Probable Entitlement”), including a
Proposed Interim Decision and Order, in which HECO requested an
interiﬁ rate increase in the amount of $79,811,000."

On May 22, 2009, HECO filed 'rRebuttal Testimonies,
Exhibits and Workpapers.

Oon June 3, 2009 and June 9, 2009, the DOD submitted
first and second rounds of rebuttal information requests
(*RIRs"”)}, respectively. By letter dated June 12, 2009, the
Consumer Advocate submitted its first round of RIRs on revenue
reguirements. By letter dated June 23, 2009, the commission
granted the Consumer Advocate’s June 12, 2009 request for an

extension of time until July 8, 2009 to submit RIRs to HECO.

"The Parties further waived their rights to: (a) present
further evidence on the settled issues, except as provided in the
Settlement Agreement; and (b) conduct cross-examination of the
witnesses who were not testifying on the contested issues at the
evidentiary hearing. See Settlement Letter at 2.

"HECO explained that - the amount of interim increase
requested in its Statement of Probable Entitlement was lower by
$9,000 than the amount in the Settlement Agreement due to the
finalization of the revenue requirement run. See Statement of
Probable Entitlement at 1,
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On July 2, 2009, the commission 1issued 1its Interim
Decision and Order (“Interim D&0”), which approved in part and
denied in part, HECO’'s request to increase its rates on an
interim basis, as set forth in HECO‘s Statement of Probable
Entitlement. As discussed in the Interim D&0O, the commission
determined that HECO had not met its burden of proving that it
was probably entitled to recover several cost items, including
certain costs related to the HCEI that were not yet approved by
the commission, but. which were included in the Statement of
Probabkle Entitlement. Thus, the commission instructed HECO to
exclude those costs,. and file revised schedules Qith the
commission, together with written explanations as to the amounts
removed, and any other downward adjustments made to the schedules
due to the exclusion of the costs for interim relief purpcses.
The commission allowed the Consumer Advocate and the DOD to file
comments on HECO’s revised schedules within five days of the date
of filing. In addition, the commission set forth in the
Interim D&0O, certain issues that the commission determined were
not fully supported in the present record, and for which
additiocnal testimony by the Parties was needed. The commission
allowed the Parties to file supplemental testimonies on those
issues by July 20, 2009.

The Interim D&C also identified a number of additional
issues (in addition to the two remaining disputed issues
identified 1in the Statement of Probable Entitlement and

Settlement Letter) that the commission found to merit further
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examination such that they may be at issue in the evidentiary
hearing.

On July 8, 2009, HECO filed its Revised Schedules
Resulting from Interim D&0O (“Revised Schedules”) and explanations
of certain adjustments to HECO’'s 2009 test year estimates, as
required by the Interim D&O.

On July 15, 2009, the Consumer Advocate filed comments
on the Revised Schedules.” On July 17, 2009, HECO filed a
response to the Consumer Advocate’s July 15, 2009 letter.

By letter dated July 17, 2009, the commission
rescheduled the hearing in this docket to begin the week of
October 26, 2009 and the prehearing conference to the week of
October 19, 2009.

On July 20, 2009, the Parties submitted their
Supplemental Testimonies to the commission.

On July 28, 2009, HECO completed the filing of
responses to RIRs from the Consumer Advocate and the DOD.

By Order issued on August 3, 2009, the commission
approved the Revised Schedules filed by HECO on July 8, 2008, as
required in Section II of the commission’s Interim D&O, thereby
allowing HECO to increase 1ts rates to such levels as would
produce, in the aggregate, $61,098,000 in additional revenues, or
a 4.71% increase over revenues at current effective rates” for a

normalized 2009 test year.

YThe DOD did not file comments on the Revised Schedules.

“As noted in the Interim D&0O, revenues at current effective
rates were revenues from base rates, revenues from the energy
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In accordance with the commission’s August 3, 2009
Order approving HECO’s Revised Schedules, on August 3, 20039, HECO
filed (1) revised index and tariff sheets reflecting interim rate
increase gurcharges, implementing a revenue increase of
561,043,600, and the removal of Schedule E from HECO’'s rate
schedules; (2) supporting work papers; and (3) an exhibit showing
the Dbill impact of the interim rate increase for a
600 kilowatt-hour (“kWh”) per month residential bill.

During the period from July 27, 2009 through
October 28, 2009, the commission issued, and the Parties
responded to, IRs.

On September 28, 2009, the commission advised the
Parties that the commission intended to organize the evidentiary
hearing in this proceeding by issue panels as the commission had
done in investigative dockets in the past."

On October 7, 2009, the commission issued a Notice of
Panel Hearing and Prehearing Conference, setting a prehearing
conference date of October 19, 2009 and a panel hearing tc take
place from October 26, 2009 thrcugh November 6, 2009,

By letter dated Octcber 7, 2008, HECO, on behalf of the
Consumer Advocate and DOD, informed the commission that the
lParties agreed to the panel hearing format described in the

September 28th Letter.

cost adjustment clause (“ECAC”), and revenues from the interim
rate increase that went into effect on November 1, 2008 in
HECO's 2007 test year rate case, Docket No. 2006-0386.

Y“See Letter from the commission to the Parties dated
September 28, 2009 (“September 28th Letter”).
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On October 12, 2009, the commission identified the
issues that would be covered in the hearing.

On October 19, 2009, the commission held a prehearing
conference pursuant to HAR § 6-61-36, with representatives from
HECO, the Consumer Advocate, and the DOD. On October 20, 20009,
the commission issued a Prehearing Conference Order. By letter
dated October 21, 2009, the commission issued a “Brief Outlinevof
Questions for the Panel Evidentiary Hearing” for the Parties'’ use
and information.

The commission held hearings from
October 26 - 30, 2009, and from November 2 - 4, 2009, using a
panel hearing format for issues raised by the commission‘s review
of the record and Settlement Agreement, and a traditional hearing
format for the two contested issues. On October 22, 2009, the
Consumer Advocate filed (among other things) CA Hearing
Exhibit 3, Additional Supplemental Testimony of David C. Parcell
regarding Rate of Return. On November 2, 2009, HECO filed {among
other things) HECC Hearing - Exhibit 7. Update of
Dr. Roger A. Morin, Rate of Return on Common Equity. The Parties
presented their <c¢losing arguments on November 4, 20009.
The official transcript of . the  Thearings was filed on

November 23, 2009.7

"Citations to the transcript of the hearing are as follows:

Transcript of Proceedings (°*Tr.”), followed by the applicable
volume number (“*Vol. _ ") and page number(s), followed by the
last name of the individual in parentheses. For example,

*“Tr., Vol. I at 34 (Hempling).”
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By motion filed on November 19, 2009, HECO requested
that the commission issue a second interim decision and order,
authorizing an additional interim increase in the amount of
$12,671,000, representing the revenue requirements for the
Campbell Industrial Park (“CIP”) Combustion Turbine Unit 1
(*CT-1") Project that were included in the Parties’ Settlement
Agreement, but were not included in the Interim D&O.

In HECO’s November 19, 2009 motion, HECO presented
three options for the commission to consider that would allow
HECO to earn a return on its investment in CIP CT-1: (1) approve
a second interim increase on the basis that CIP CT-1 is properly
included in plant in service, and is used and useful given that
the unit is intended to address HECQO's reserve margin shortfall
situation and provide blackstart capabilipy in the event of an
igland-wide blackout; {(2) approve a second interim increase on
the basis that CIP CT-1 is still property held for future use,
because an operational supply of biodiesel has not vyet been
obtained; and (3) allow HECO to reclassify the costs of the
project included in plant in service to construction work in
progress and to accrue Allowance for Funds Used During
Construction (“AFUDC*) until an operational supply of biodiesel
is obtained, and to allow a second interim increase later when
the operational supply of biodiesel is obtained.

On December 1, 2009, the Consumer Advocate filed
comments on HECO’'s motion for a second interim decision and
order, in which the Consumer Advocate stated that it did not

object to HECQO's request for an additional interim increase of
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$12,671,000 pursuant to HECO’'s proposéls offered as.Options 1
and 2 in the motion,. The Consumer Advocate objected to HECO's
proposed alternative relief in the form of cohtinued AFUDC for
the CT~1 investment. .

By letter dated December 15, 2009, the
Consumer Advocate requested, on behalf of the Parties, an
extension from December 21, 2009 to January 5, 2010 to file
opening briefs, and from January 11, 2010 to January 26, 2010 to
file reply briefs. The commission granted the extension to the
Parties by letter dated December 18, 2009.

By Decisicn and Order issued on December 30, 2009 in
Docket No. 2007-0416, the commission approved, with conditions,
the HECO Companies' proposed REIP, including a Renewable Energy
Infrastructure Program Surcharge (“*REIP Surcharge”) ; and
(2) denied the HECO Companies’ proposal for a consolidation
incentive mechanism. |

The Parties filed Opening Briefs in this docket on
danuary 5, 2010. HECO filed a Corrected Opening Brief on
January 6, 2010. HECO later filed corrections to its Corrected

Opening Brief on January 19, 2010.°°

“The Opening Briefs filed by HECO, the Consumer Advocate,
and DOD will be respectively referred to herein as follows:
“HECO's Corrected Opening Brief” (which incorporates HECO's
corrections made on January 19, 2010), “CA‘s Opening Brief,” and
“DOD’'s Opening Brief.”
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The Parties filed-Reply Briefs on January 26, 2010."
On the same day, HECO also filed a Proposed Findings of Fact and
Conclusions of Law.

On February 19, 2010, the commission issued its Second
Interim Decision and Order, which approved HECO's request for an
additional interim increase of $12,671,000, resulting in an
adjusted 2009 test year interim increase of $73,769,000 over
revenues at current effective rates.

On February 19, 2010, in the decoupling docket,
Docket No. 2008-0274, the commission issued an order that
approved the Joint Final Statement of ©Position of the
HECO Companies and the Consumer Advocate, filed on May 11, 2009,
as amended, and as subsequently modified by the proposals in the
HECO Combanies’ Motion for Interim Approval of a Decoupling
Mechanism, filed on November 25, 2009, to the extent agreed-upon
by the HECO Companies and the Consumer Advocate, as indicated in
the docket record, subject to the commission’s issuance of a
Final Decision and Order in the decoupling docket. Pursuant to
HAR § 6-61-120, the commission instructed the HECO Companies and
the Consumer Advocate to jointly prepare and file a Proposed
Final Decision and Order with proposed findings of fact and
conclusions of law, no later than thirty days from the date of
the Order, for the commission’s review and approval. All other
Parties were given an opportunity to comment on the Proposed

Final Decision and Order pursuant to HAR § 6-61-120(a).

“The Reply Briefs filed by HECO, the Consumer Advocate, and
DOD will be respectively referred to herein as follows: “HECO's
Reply Brief,” “CA’s Reply Brief,” and “DOD’'s Reply Brief.”
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On September 14, 2010, the commission issued a final
Decision and Order in Docket No. 2006-0386 that approved an
increase 1in rates for HECO “to such levels as will produce, in
the aggregate, $77,466,000 in additional revenues for the
2007 calendar test year, or a 5.52% increase over revenues at
present rates (i.e., final rates implemented in
Docket No. 04-0113, HECO’é 2005 test year rate case)."’

On August 31, .2010, the commission approved a
decoupling mechanism for the HECO Companies, consisting of:

(1) a sales decoupling component, or Revenue Balancing Account
(“RBA"), which is intended to break the link between the
HECO Companies’ sales and total electric revenue; and (2) a
Revenue Adjustment Mechanism ("RAM”), which is intended to
compensate the HECO Companies for increases in utility costs and
infrastructure investment between rate cases. See Final

Decision and Order, filed August 31, 2010, Docket No. 2008-0274
(*Decoupling Final D&0O”") : Regarding implementation of the

decoupling mechanism, the Decoupling Final D&0O stated:

The HECO Companies’ revenues shall be
decoupled from sales when rates that reflect
a reduced rate of return (“ROR”) due to

decoupling are approved by the commission in
either an interim or final decision and order
in the HECO Companies’ pending rate cases.

“"Decision and Order, filed on September 14, 2010, in
Docket No. 2006-0386, at 1.
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Modifications, Stipulated Procedural Order filed

The HECO- Companies’ tracking of target
revenue and recorded adjusted revenue may
also take effect on the date of an interim or
final decision and order in ©  the
HECO Companies’ pending rate cases.”

B.

Statement of Issues

The issues set forth in the Order Approving,

January 15, 2009 are as follows:

1. Is HECO's proposed rate increase
reasonable?

a. Are the proposed tariffs, rates,
charges and rules just and
reasonable?

b. Are the revenue forecasts for the

2008 test year at current effective
rates, present rates, and proposed
rates reasonable?

C. Are the projected operating
expenses for the 2009 test year
reasonable?

a. Is the projected rate base for the

2009 test year reasonable, and are
the properties included in rate
base used or useful for public
utility purposes?

e. Is the requested rate of return
fair?
2. What is the amount of the interim rate

increase, 1if any, to which HECO is
probably entitled under §269-16(d) of
the HRS?

“Decoupling Final D&O at 2 (footnotes omitted).
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3. Should HECO’s CIP CT-1 step increase be
approved, and if so, at what amount?

4. Should the commission  approve the
establishment of a RBA for a decoupling
mechanism to be effective upon issuance
of the interim decision and order in
this proceeding?

5. Is HECO's Purchase. Power Adjustment
Clause (“PPAC") to recover non-energy
purchased power agreement costs just and
reasconable?

The commission determined probable entitlement in the
Interim D&0 and Second Interim Decisién and Order (the second
issue). HECO (as part of the glcbal Settlement Agreement) agreed
to the use of a fully averaged test year, without a separate cIP
CT-1 step increase or annualized ratemaking treatment of CIP CT-1
costs (the third issue). The Interim D&0O did not approve the
establishment of a RBA for a decoupling mechanism (the fourth
issue); rather, the commission ruled in the Decoupling Final D&O
that the decoupling mechanism could be implemented, and tracking
for RBA purposes could begin, when the commission so approves in
an interim or final decision and order in the HECO Companies'’

pending rate cases.

II.

Digcussion

A.

Isgsues Contested by the Parties

As set forth above, the Parties settled on all but two

issues in their Settlement Letter filed on May 15, 2009: (1) what
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is the appropriate ROE for the test year; and (2) what is the
appropriate test year expense for informational advertising.
The commission heard these two issues, discussed below, in a
traditional hearing format at the evidentiary hearing held on

October 26, 2009 to November 4, 2009.

1.

Cost of Capital

The commission has held that a fair rate of return for
a utility must:

{l) Be commensurate with returns on
investment in other enterprises having
corresponding risks and uncertainties;

(2) Provide a return sufficient to cover the
capital costs of the business, including
service on the debt and dividends on the
stock; and

(3) Provide a return sufficient to assure
confidence in the financial integrity of
the enterprise to maintain its credit
and capital-attracting ability.

ee In re Hawaiian Elec. Co., Docket No. (04-0113, Decision and

Order No. 24171, filed on May 1, 2008, at 70 (citing Bluefield
Waterworks and Improvement Co. v. Pub. Serv. Comm’'n, 262 U.S. 679
{1923), and Fed. Power Comm’'n v. Hope Natural Gas Co;, 320 U.s.
591  (1944)). See also In re Hawaii Elec. Light Co.,
Docket No. 99-0207, Decision and Order ©No. 18365, filed on

February 8, 2001, at 63-64; In re Maui Elec. Co.,

Docket No. 97-0346, Amended Decision and Order No. 16922, filed

on April 6, 1999, at 33.
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In order to heet the foregoing criteria, HECO argues
that the fair ROR should at least be egual to HECO's composite
cost of capital, because the composite cost of capital represents
the carrying cost of the mcocney received from investors to finance
the net rate base. See HECO T-20 at 3.

The Partiés are in agreement with respect to the

following capitalization for the 2009 test year:

Category Amount ($000) Weight (%)
Short-term borrowing 0 0.00
Long-term borrowing 576,569 40.76
Hybrid securities 27,775 1.96
Preferred stock 20,696 1.46
Common stock 789,374 55.81"

In direct testimony, HECO proposed the following cost

rates for the capital structure components listed above:

Category Cost Rate
Shert-term borrowing | 3.25%
Long-term borrowing 5.75%
Hybrid securities 7.41%
Preferred stock 7.62%

The Consumer Advocate and DOD, in their direct

testimonies, used HECO's direct testimony <cost rates for

2

’cee Revised Schedules Exhibit 1 at 2; Settlement Exhibit
at 82.
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long-term debt, hybrid securities and preferred stock. However,
with respect to the cost of short-term debt, the
Consumer Adﬁocate and DOD used cost rates of 3.25% and 2.50%,
regspectively. See CA-101, Schedule D; DOD-105,

In the Settlement Agreement, the Parties agreed on the
following cost rates for short-term borrowing, long-term

borrowing, hybrid securities and preferred stock:

Category  Cost Rate
Short-term borrowing ‘ 0.75%
Long-term borrowing 5.81%
Hybrid securities 7.41%
Preferred stock 5.48%"

The actual interest rate for the Special Purpose
Revenue Bonds (“SPRBs”) sold July 30, 2009 was 6.50%, which is
lower than the 7.0% interest rate estimated at the time of the
settlement. See Response to CA-RIR-35, Attachment 4. At the
hearing, HECO agreed that the cost of capital could be updated to
reflect the lower, actual interest rate. This would reduce the
effective cost of the long-term debt to 5.77%. See Exhibit 1 to
Reply Brief, Attachment 12 at 1-4.

The only disputed issue between HECO and the other

parties with respect to the cost of capital is the fair ROE to be

used in determining HECQ's cost of capital and revenue

“‘gsee Revised Schedules Exhibit 1 at 2; HECO RT-20 at 2-6;
Settlement Exhibit at 83.
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requirement for the 2009 test year. See Settlement Exhibit at
83-84. All other issues regarding the fair and reasonable rate
of return on rate base for the test year were settled.

There was extensive discussion in the Parties’ briefs
and at the hearing regarding the extent to which recently
proposed cost-recovery mechanisms contemplated in the Energy
Agreement would reduce HECO's business risk, thereby warranting a
reduction in - HECQO'’'s ROE. These mechanisms include the
REIP Surcharge, PPAC, and the decoupling mechanism, as proposed
in Docket No. 2008-0274, which includes an RBA and RAM.

In its direct testimony filed with its Application on

July 3, 2008, HECO'’s witness, Roger A. Morin, Ph.D., recommended

an ROE of 11.25%. ee HECO T-19 at 4. This resulted in an
overall cost of capital of 8.81%. See HECO T-20 at 70;
HECO-2001.

HECO’'s direct testimony was filed before negotiation
and execution of the Energy Agreement, and before the development
of a Joint Decoupling Proposal by HECO and the Consumer Advocate
in the decoupling docket (which Dr. Morin reférred to as the
*revenue decoupling meéhanism,” or “RDM”), In rebuttal testimony
filed May 22, 2009, Dr. Morin estimated the ROE for HECO to be a
range of 11.00% - 11.25% assuming that the proposed RDM 1is
approved, and a range of 11.25% - 11.50% otherwise. See HECO
RT-19 at 68.

In his update at the hearing, Dr. Morin reduced his

recommended ROE to 10.75%, assuming the cost recovery mechanisms

identified in the Energy Agreement are implemented, and to 11% if

2008-0083 23




they are not. Baéed on HECO’S estimated ROE of 10.75% and the
settled. components of HECO’'s cost of ‘capital, as adjusted to
account for the lower than estimated interest rate for the SPRBs
issued in 2009, HECO'’s estimated composite cost of capital for
the 2009 test year is 8.59%. See HECO Hearing Exhibit 7 at 1;
HECO Hearing Exhibit 8 at 1; Exhibit 1 to Reply Brief,
Attachment 12 at 1.

In its direct testimony filed April 17, 2009 (DOD T-2),
DOD’'s witness, Stephen G. Hill, estimated the equity capital cost
of similar-risk electric utility cgmpanies to fall in a range of
9.25% to 10.25%, with a mid-point of 9.75%. Claiming that HECO
has less financial risk than comparable companies, Mr. Hill
recommended an ROE for HECO of 9.50%. See DOD T-2 at 44-45, 50.
Using the 9.50% ROE estimate, along with the DOD’s cost rate of
2.50% for short-term debt, results in an overall cost of capital
of 7.85%. See DOD-105.

In its Reply Brief, DOD recommended a range from 9.25%
(Mr. Hill’'s lower end) to 10.50% (Consumer Advocate’s upper end)
as reasonable for the commission to approve as HECO’'s allowed
return on equity.

In addition, DOD discussed downward adjustments between
25 to 50 basis points to recognize reduced risk to HECO if the
commission approves any part of the HCEI mechanisms.
Specifically, DOD recommended a 25 basis points reduction if only
the REIP Surcharge and PPAC are approved (without decoupling).
If all of the HCEI mechanisms are approved, including decoupling,

DOD recommended a 50 basis points downward reduction. .
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In its direct testimony (CA-T-4) filed April 17, 2009,
the Consumer Advocate’s witness, David €. Parcell, recommended a
range of 9.5% to 10.5% for HECO’s ROE. Mr, Parcell recommended
that the commission reduce the authorized ROE by 50 basis points
if the *“HCEI-related proposals,” including decoupling, were
approved. Thus, he recommended that the commission adopt the
bottom of his range, 9.5%, 1in -establishing HECO’sS revenue
requirement in this case, 1f the “HCEI-related proposals” were
approved, and adopt the mid-point, 10%, if the proposals were not-
approved. - See CA-ST-4 at 3. In its determination of HECO’s
revenue requirements, the Consumer Advocate used the low point of
9.50% for ROE, resulting in an overall cost of capital of 7.86%.
See CA-101, Schedule D.

Mr. Parcell submitted updated exhibits, in which he
attempted to address certain of Dr. Morin's crificisms of his
analyses; 1in CA-8T-4 filed July 20, 2009.. His original
recommendation was unchanged.. See CA—ST—4lat 4-5.

The Consumer Advocate also filed Additional
Supplemental Testimony (labeled CA-AST-4) and Exhibits of
Mr. Parcell, marked as CA Hearing Exhibit 3, on Octcber 22, 2009,
which Mr. Parcell presented at the Panel 13 Hearing on
November 2, 2009. Again, his original recommendation was
unchanged. See CA-AST-4 at 3.

It is undisputed in the record that approval of the

various HCEI-related cost-recovery mechanisms would reduce HECO’s
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business risk.” Although the Energy Agreement represents an
ambitious plan to transition Hawaili from its dependence on
imported fossil fuel, and the requirements in the Energy
Agreement, now legislatively mandated, place new and increased
risks on HECO, the cost-recovery mechanisms included in the
Energy Agreement are intended to cffset those risks.

As maintained by the Consumer Advocate:

As discussed in the testimony of Mr. Parcell
(CA-T-4, p 20-23), HECO currently enjoys
and/or may soon have access to a number of
regulatory mechanisms that are not all
generally available to many utilities. These
include: the review of major capital
additions between rate proceedings to
determine the appropriateness of those
projects as a result of General Order No. 7;
the ECAC clause; the IRP/DSM clause; the
recently approved CEIS/REIP surcharge; the
requested PPA adjustment; the Pension/OPEB

tracking mechanism; and the requested
decoupling mechanism consisting of both a
[RBA] and [RaAaM]. Fach of these mechanisms

reduce the risk that HECO might face and, if
approved by the Commission as proposed by the
Consumer Advocate in Docket No. 2008-0274,
the decoupling RBA and RAM mechanisms will
greatly reduce the risk that HECO faces with

respect to revenue collection. If approved
as set forth in the joint agreement between
HECO and the Consumer Advocate in
Docket No. 2008-0274, the decoupling

mechanisms would essentially insulate HECO
from changes in usage and would allow HECO to
recover increases in the cost of service on a
timely basis. This clearly reduces [HECO's]
risk significantly, even with the commitments
made in the Energy Agreement in mind.”

¥See, e.g., Tr. Vol. VI at 1051 (Morin) (acknowledging that
commission approval of the cost-recovery mechanisms will make
HECO less risky).

“CA’'s Reply Brief at 7.
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The commission has approved, with modifications, the
decoupling mechanism that was Jjointly proposed by the HECO
Companies and the Consumer Advocate in Docket No. 2008-0274.

The commission has also approved the REIP Surcharge in
Docket No. 2007-0416, and approves the PPAC for HECO herein.

The wvarious automatic adjustment mechanisms approved
for HECO will have the effect of shifting risk from HECO's
shareholders to ratepayers. As explained by DOD:

The HCEI initiative will be expensive for

HECO and, via the new automatic adjustment

mechanisms included in HCEI, those additional

costs will be passed directly to ratepayers.

In that way, the adjustment mechanisms will

shift operational risk from HECO shareholders

onto its ratepayers. (Tr. 1081l) In order to

compensate consumers and allow them to enjoy

some of the reduced risk realized by the

utility, all parties in this proceeding agree

that it is appropriate to reduce the costs

incurred by consumers by lowering the profit

the utility is allowed to earn.”

The commission approves the Parties’ agreed-upon cost
rates for short-term borrowing, Ilong-term borrowing, hybrid
securities and preferred stock, as set forth in the Settlement
Agreement, and as updated by HECO in its Reply Brief (i.e., the
reduction to long-term debt to 5.77%). Having considered all of
the foregoing and the Parties’ recommendations for HECO’s ROE, to
fairly compensate ratepayers for the risk-reducing automatic

adjustment mechanisms that have been approved for HECO, the

commission finds that 10.00% is a fair and appropriate ROE for

“DOD’s Opening Brief at 14-15.
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HECO.” Thus, the approved composite cost of capital for the

2009 test year is 8.16%.

Amount % Cost Weighted

(000s) . Rate Cost
Short-Term Debt - . 0.00% 0.75%
Long-Term Debt 576,569 40.76% © 5.77% 2.35%
Hybrid 27,775 1.96% 7.41% 0.15%
Securities ‘
Preferred Stock 20,696 1.46% 5.48% 0.08%
Common Equity 789,374 55.81% 10.00% 5.58%
Total 1,414,414 100.00% 8.16%

2.

Informational Advertising

HECO states that its proposed 2009 test year
informational advertising expense of §1,148,000, discussed in
HECO's Corrected Opening Brief at pages 78 to 87, includes
television, radio and print advertising and ccllateral materials
to more aggressively inform customers about energy information,
including educating the public about and gaining their support
for the investments needed to help achieve the State’s RPS law
and other clean energy requirements, as well as to build lasting
changes in attitude and behavior regarding efficiency and
conservation. See Tr. Vol. V at 877-878 (Unemori). The estimated
expenses include labor costs of $32,000 and non-labor costs of

$1,116,000. See HECO T-10 at 52; HECO RT-10A at 2; HECO-1003.

®The commission acknowledges that its determination of a
fair ROE in 1light of the recently approved HCEI-related
mechanisms represents unchartered territory for the commission.
As the adjustment mechanisms, including decoupling, are fully
implemented, and the commission is better able to understand the
effects of the mechanisms on HECO and its ratepayers, adjustment
to the ROE may be necessary in future reviews of HECO's rates.
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